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I. INTRODUCTION
The Democratic Republic of the Congo (hereinafter referred to as "the Congo")' experienced very high rates of inflation in the 1990s, which reached hyperinflation levels on several occasions. 3 From about 50 percent in the late 1980s, the annual increase in consumer prices jumped to 265 percent during 1990 and peaked at 90,000 percent in the 12-month period through September 1994. Inflation subsequently came down markedly, but rose again to 700 percent in 1996 and remained at some 500 percent in 1999-2000 before dropping to 13 0 percent in 2001 . During 1990 -2001 , the Congo's monthly inflation rate was highly variable (Figure 1 ).4 Often, inflation jumped brutally in one month, from 10-20 percent to 40-60 percent or even more, before returning to its previous range. The change in the rate of inflation naturally stemmed from sharp fluctuations in the growth of currency issue, which itself resulted from various political developments and the government's inability to live within its means 5 Under the circumstances, people developed mechanisms to protect themselves from the erosion in the value of the currency, mostly through currency substitution.
Even though the central bank recurrently failed to adjust the exchange rate in a timely manner, there was a thriving parallel market in which foreign currency banknotes-primarily U.S. dollars, but also CFA francs in the provinces bordering on the Republic of Congo (Brazzaville) and the Central African Republic, as well as Zambian kwacha and South African rand in the southern province ofKatanga (formerly Shaba)--<:ould be exchanged against domestic currency notes. Even though such transactions were illegal (and, at times, reprimanded by the authorities), the parallel market always remained active and its rates were duly monitored by the central bank. 6 The parallel market operated not only for exchanges of national currency notes against foreign currency notes but also between various denominations of the national currency, as well as between banknotes and bank deposits.' -20 -20 . 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 Source: See Table \. _______ J
There was a very close relationship between tbe parallel market exchange rate and consumer prices (over 1990-2001 , the simple correlation coefficient between the consumer price index and the exchange rate index was 0.998-see Figure 2 ). On many occasions, however, changes in the two indices differed significantly during a given period. Thus, for instance, during tbe three months ending in December 1993 (in the aftermath of tbe currency exchange of October), inflation was 1,450 percent, while the depreciation of the new zaire against the U.S. dollar reached 2,150 percent; currency depreciation slowed relatively in subsequent montbs, and by July 1994 the cumulative iuflation and depreciation since September 1993
7 From October 1993 until tbe fall of 1998, there were parallel market rates between the (old) zaIre and the new zaYre, as the introduction of the latter had been boycotted in the KasaYprovince. During 1992-97, bank deposits were difficult to mobilize because the central bank was unable to supply commercial banks witb enough cash, and deposits consequently traded at a discount (of up to 50 percent) over currency notes. In addition, from 1996 until 1998, orange NZ 100,000 CUlTency notes of (which had been introduced in Katanga but were boycotted in Kinshasa) traded at a discount against the green NZ 100,000 notes that circulated in the Kinshasa region.
were of a similar magnitude (58,000 percent). In addition, the amplitude of monthly changes in the exchange rate was significantly larger than for consumer prices. l.E+02 -
Consumer prices
SOUTee: See Table 1 .
The overshooting of the exchange rate-that is, its tendency to depreciate faster than inflation-has been frequently analyzed in the literature. The most connnonly accepted model of the overshooting exchange rate is that of Dornbusch (1976) , which explains why this phenomenon is necessary to ensure temporarily equilibrium on the foreign exchange market in response to monetary shocks. Dornbusch's model requires as a crucial assumption that asset prices adjust much faster than connnodity prices. The model has been widely hailed as the fundamental explanation of why exchange rate overshooting occurs, and its workings have been incorporated as a generalization of the Mundell-Fleming model to a world with forward-looking agents equipped with rational expectations (Rogoff, 2002) .9
The Dornbusch model of overshooting exchange rates, however, seems hardly applicable to a case such as the Congo. For one thing, interest rates were not a relevant variable in the Congo during the 1990s: there were no interest-bearing assets that any sensible Congolese would have invested in, as the banking system had passed the point of collapse and was not even able to convert bank deposits into cash. As a rule, economic operators had no direct access to alternative investment opportunities abroad. Moreover, all indications suggest that both the parallel exchange rate and commodity prices did adjust very quickly as information spread almost instantly to all markets, thanks in part to an efficient cellular phone system.
IO
In a basic setting such as the Congo's, a simpler explanation than the Dornbusch model is needed. The approach developed here relies on a global money demand function, which takes into account the holdings of both domestic currency ("zaIres") and foreign exchange (referred to hereinafter as "dollars"). In this context, the overshooting of the exchange rate is viewed as a consequence of the shift in money demand toward foreign currency, which is an expression of an increase in dollarization (i.e., the ratio of foreign currency holdings to total currency holdings). Seen in this light, the overshooting of the exchange rate is also an indicator of an upward shift in inflation expectations.
II. MEASURING DOLLARIZA nON
Empirical analyses of dollarization face a serious challenge because of overwhelming measurement difficulties. Actual dollar holdings are not directly observable, II and anecdotal evidence of currency substitution is of limited use. I ' The basic framework below is designed 10 The sudden unloading oflarge quantities ofbanknotes was generally known in advance, as all operators were on the watch for the trucks, from the "Corando" security company, that left the central bank for the Kinshasa markets (rational expectations in the Congo have since been dubbed the "Corando effect").
11 Some studies have relied on the size of foreign currency deposits relative to total bank deposits (or broad money) as a proxy for dollarization, but this approach is likely to miss a substantial share of "dollars" in the form of foreign currency ho1dings-especially in countries where trust in the banking system has been impaired.
12 Very few data sources can be used directly as a basis for estimating the stock of foreign currency holdings in the Congo. One such source is the set of Currency and Monetary Instrument Reports (CMIR) collected by the U.S. Customs Service, which include all bulk shipments of dollar currency by financial institutions and individuals (see Feige, 1997) . The CMIR data, however, are oflimited usefulness in lbe case of the Congo. The scale of cumulative flows, at about US$! 00 million during the 1990s, would seem rather low considering the size of the domestic money stock at the beginning of period (US$500 million). The CMIR data are presumably biased because of significant changes in lbe Congo's regulatory environment during the 1990s. In lbe early part of the decade, the official importation of foreign currency notes was severely restricted, administered on a case by case basis, and limited mostly to the purchase of diamonds. From 1994 onward, the importation and use of foreign currency was broadly liberalized. In addition, it is likely that earlier importations of U.S. dollar banknotes originated mostly from Belgium, with which the Congo always maintained close as a roundabout way to gauge the extent of dollarization in the Congo during the 1990s, based on several general assumptions and using available data. While the resulting estimates of dollar holdings and dollarization rates are undoubtedly subject to a large degree of error, they arguably provide a credible picture and illustrate the interrelation between overshooting and dollarization.
A. Basic Framework
In a dollarized economy, overall money in circulation consists oflocal (L) and foreign (F) currency (zaIres and dollars). Reacting to changes in domestic inflation, operators switch out of (and back into) local currency, but overall money demand is assumed to be stable relative to income. Aggregates are measured either in local currency terms or in dollar terms ($):
where: 
links and where most world diamonds are traded (in Antwerp), rather than directly from the United States. Moreover, it is generally believed that at least two-thirds of the diamond trade, in value terms, from Central and West African countries have been handled through informal channels, mostly for tax evasion reasons, which suggests that U.S. dollar banknotes were also smuggled in from countries other than Belgium.
13 No distinction is made here between currency notes and bank deposits; the database, however, takes into account the discount of bank deposits over currency (see below). The basic time period is assumed to be sufficiently short to dispense with the distinction between end-of-period and period average exchange rates. Measuring the exchange rate in domestic currency terms-rather than in foreign currency terms as is customary-makes the index directly comparable with the price index.
Local currency in circulation (ML) is exogenously determined, and results from government and central bank policies. Consistent with the well-known Cagan (1956) approach, local money demand depends on nominal income and expected inflation:
where <1> is a function positively related to nominal income and inversely related to the expected rate of inflation (Jr').
The standard Cagan formulation provides a convenient expression of <1>: where h is a constant coefficient (0
At any point of time, the local currency issued must be held, and thus is necessarily equal to local currency money demand (ML '" ML D ). Therefore, the price level adjusts instantaneously to the amount oflocal currency in circulation, depending primarily on the state of expected inflation:
On the highly simplified assumption that overall currency holdings always equal money demand (M = M"'), it is readily seen that the dollarization rate would depend solely on expected inflation (taking the parameters h and k as constant). Thus, as expected inflation increases toward infinity, the dollarization rate reaches unity:
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In the simple case where h = k, people prefer to hold money balances in domestic currency:
there is no dollarization when expected inflation is nil, and dollarization reaches 50 percent when expected inflation is at 100 percent.
It is unrealistic, however, to assume that overall currency holdings adjust at all times to money demand. Foreign currency in circulation cannot rise or fall instantly to any desired level, as it is not readily available. While zaIres can be printed locally, dollars must be acquired by generating an export surplus or drawing down on foreign assets. In the very short nm, the stock of foreign currency should rather be assumed constant (MFS = MF$). In order for total money demand to adjust fully to its desired level, domestic prices and the exchange rate move to equilibrate the two components of overall money in circulation:
The ratio of the exchange rate to the price level ( x: J is the overshooting index, i.e., the extent to which exchange rate depreciation (measured in domestic currency terms) exceeds inflation, relative to an arbitrary base period. While some studies of dollarization assume that this ratio remains equal to unity (because of the "Law of One Price"), overshooting necessarily occurs in the presence of co-circulating currencies and accelerating inflation. As long as expected inflation is constant, changes in prices translate pari passu into changes in the exchange rate level. When expected inflation increases, however, the exchange rate depreciates faster than prices increase; this raises real foreign currency balances to compensate for the drop in real domestic currency balances. It should be noted that this result does not depend on an assumption of sticky prices. Exchange rate overshooting takes place because, at first, the existing stock of foreign currency does not suffice to meet the desired level of cash balances.
The overshooting index is closely related to the real effective exchange rate index. 14 As a rule, the depreciation of the exchange rate should rather undershoot inflation. Increases in domestic prices normally outstrip increases in the nominal exchange rate because of the Balassa-Samuelson effect~i.e., as a result of stronger productivity growth in the tradable sector than in the nontradable sector. However, such a pattern is highly unlikely in a severely disrupted environment, marked by high and volatile inflation, crumbling public services and infrastructure, as well as large forced savings and the substantial immobilization of assets required for dollarization. '5 A simpler and more intuitive way to look at the adjustment of domestic and foreign currency money balances is to decompose the stock of real money balances as follows:
14 For developing countries, the real effective exchange rate index is generally computed as the P relative consumer price index measured in a common currency (i.e., -10-
As long as overaII money balances are kept constant in real terms, an overshooting exchange rate is required to compensate for a drop in real domestic currency holdings. Suppose, for example, that the initial doIIarization ratio is 50 percent (ML = MF at t = 0); if ML increases by 20 percent and P by 25 percent (because of higher expected inflation), the nominal exchange rate depreciation (in domestic currency terms) wiII need to reach 30 percent to raise the real money balances in foreign currency, thus overshooting inflation by 5 percentage points. Starting from a higher (lower) dollarization ratio, overshooting would be lower (higher) than the excess of inflation over domestic money growth.
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In reality, foreign currency holdings cannot adjust instantly to desired levels, nor do they remain constant over time. Overall money velocity increases when inflation accelerates, even though it tends to return to its normalleveI with a lag as additional foreign currency is acquired. The overshooting exchange rate ensures that part of foreign exchange earnings and other foreign exchange proceeds (such as the sale offoreign assets) are sold on the local money market, and retained to supplement domestic currency holdings. The speed of this process depends not only on the scale of available foreign exchange earnings (relative to national income), but also on the scope for savings. Thus, the adjustment of foreign currency holdings will be gradual, depending on the share of income that can be aIIotted for rebuilding money balances. Seen in this light, the study of doIIarization, overshooting, and changes in the doIIarization rate is essentiaIIy an empirical exercise.
This simple framework does not provide a complete analysis of doIIarization. Obviously, equation (10) above is not a reduced form, insofar as MFS is endogenous, while rr' depends on changes in local money supply and inflation. However, it highlights a process whereby inflation-and, in particular, expectations of higher inflation-breeds doIIarization. Inferences on doIIarization levels require specific assumptions regarding initial conditions (the starting rate of doIIarization) and the adjustment mechanism for foreign currency holdings (the amount of savings that can be used to acquire foreign exchange, and thus supplement domestic currency holding).
B. Empirical Estimates Money and Velocity in the Congo
The level of broad money in the Congo fell dramatically in the early 1990s ( Figure 3 source data are summarized in Table 1 ). From an equivalent of about US$500 million, broad money declined to US$200 million in 1991-92 and US$100 million in 1994-96. With inflation falling sharply in 1997, the stock of broad money rose somewhat and hovered in the vicinity of U8$200 million, but did not recover to its previous level. Table 1 .
L 11 Measured at the parallel market exchange rates for both currency notes and bank deposits (i.e., the estimates take into account the discount of bank deposits over currency). Congo's gross domestic product was estimated at about U8$8.5 billion in 1990-91, and it fell gradually to less than U8$6 billiou at the end of the decade." Even though the GDP estimates are subject to a large degree of errors, substantial revisions would not materially affect the picture of observed velocity.
Extraordinarily high levels of velocity are not credible or, rather, should be seen as a biased indicator of money demand. With broad money equivalent to U8$500 million in 1990, per capita holdings of cash were on the order ofU8$14 (given the Congo's total population of 35 million), which would seem very low by international standards. By the mid-l 990s, with the drop in the value of broad money (and the increase of population to 43 million), per 17 The spike observed in early 1994 presumably reflected in part data problems, as there are ground to suspect that a significant share of currency issue was not recorded by the central bank.
18 GDP dollar estimates were computed on the basis of exchange rates at purchasing power parity (PPP), using relative GDP deflators with a 1985 base year. Monthly velocity was derived from geometric interpolations of annual GDP.
capita cash holdings had declined to US$2.50 only! Such small levels of cash holdings are obviously insufficient to fulfill the minimum requirements for transaction purposes, store of value, and reserves for contingencies. Thus, a very high velocity should be seen as an indication of extensive dollarization. As indicated earlier, throughout the 1990s inflation and currency depreciation-measured in local currency terms-were of similar magnitudes (Figure 2 above) . At the same time, however, the overshooting index often deviated significantly and durably from unity. While far from perfectly correlated, changes in the inflation rate and in the overshooting index were obviously closely related ( Figure 5 ). As a rule, the depreciation of the exchange rate tended to exceed the rate of inflation whenever inflation accelerated, or was about to accelerate. In particular, the overshooting ofthe exchange rate clearly preceded the bouts of high inflation in late 1991, mid-1992, and late 1993. By contrast, the resumption of high inflation in August 1998 was not anticipated. 19 Thus, the changes in the overshooting index would seem a good indicator of the change in inflation expectations 
_~.~ __ e: See Tablel.
Velocity in Sub-Saharan African Conutries
Very high levels of money velocity are invariably associated with dollarization. Looking at a set of about 40 sub-Saharan African countries, and averaging data over 1990-2000, it is readily seen that velocity normally ranges from 2 to 6, with an average of about 4-5 ( Figure 5 ; data are shown in Table 2 ). Velocity is plotted here against per capita income, on the general observation that velocity tends to decline as the standard of living increases (because a higher income level allows holding larger cash reserves; thus the velocity ofM2 in the more advanced economies is commonly in the 2-3 range). Although the relationship between per capita income and velocity is not very close, it holds quite well overall.
High-velocity countries nearly always exhibit one or two special characteristics that explain why they do not conform to the standard pattern. These characteristics are (a) high inflation, and (b) a large mineral sector. High inflation naturally encourages currency substitution and results in a higher observed velocity-i.e., measured exclusively on the basis of domestic currency in circulation.'! Large mineral sectors (e.g., petroleum, copper, or bauxite) explain why a substantial share of national income is not traded locally, or is traded in foreign the long-lasting overshooting of the exchange rate probably rather stemmed from persistently high --. -----..
• •
C;l~ d~VOi: currencies (notably gold and diamond). In such cases, estimates of "tme" velocity would need to take into account the special factors that tend to reduce the use of domestic currency. Thus the high velocity in Guinea (10) reflected the large share of mining activities (some 25 percent ofGDP and 90 percent of export earnings).22 The level of velocity in the Central Africa CF A zone (CEMAC), which was significantly higher than in the Western Africa CF A zone (W AEMU), did not reflect high inflation-which remained generally low and about the same in the two zones---but rather the large weight of petroleum revenue, most of which has been managed through offshore accounts.
23
22 Operators in Guinea have often suggested that overall currency circulation consisted of one-third only of Guinean francs, with the other two thirds comprising U.S. dollars and CFA francs.
B The trend line shown on Figure 6 gives only a rough indication of the relation between money velocity and per capita income. Rigorous estimates would require indications on the extent of dollarization due to a history of high inflation, as well as the computation of velocity on the basis of net national income (rather than gross domestic product), but the required data are not available.
Dollarization in the Congo
Given the low income level in the Congo (on the order ofUS$150 per capita), one could expect velocity of broad money to be about 6, With its significant mining sector (accounting for some 10 percent ofGDP in 1990), velocity in the Congo was presumably somewhat higher, At any rate, a velocity of7-8 would seem in the upper range of possible estimates, A baseline of 7,5 is chosen for 1990 (or k ~ 0,133); given national income estimated at US$8,6 billion, total money in circulation was on the order ofUS$I, 15 billion in 1990, of which slightly less than half consisted of domestic currency, Thus, the dollarization ratio in 1990 was about 55 percent (With an overall velocity assumed at 6, dollarization would have been as high as 66 percent in 1990,)
The rather high degree of dollarization in the Congo in 1 990-that is, before the onset of hyperinflation-is not altogether surprising, Inflation had remained high throughout the 1980s, at an annual average of 55 percent Even the 1970s had been a period of repressed inflation, marked by a growing real exchange rate appreciation, which ended with a large devaluation in September 1983 (78 percent in nominal effective terms), Moreover, as in other countries such as Angola, Sierra Leone, and Guinea, the purchase of "artisanal" diamond output against U,S, dollars resulted in a steady inflow of foreign currency notes and promoted currency substitution, It should be noted that the stock of "dollars," totaling more than US$600 million in 1990, did not consist exclusively of currency notes in use in the Congo, Part of this stock was probably held in the form of bank deposits abroad and exchanged between domestic operators (even though such transactions were generally banned by the central bank), Indeed, some 10 commercial banks remained in operation in the Congo during the 1990s almost exclusively by brokering such transactions off their balance sheets (by contrast, traditional banking in domestic currency nearly disappeared), Nevertheless, the stock of foreign deposits holdings would be a poor proxy for dollarization in the Congo, as part of such deposits were rather kept as reserves for contingencies and did not serve transaction purposes,24
Changes in Dollarization
From late 1989 to early 1994, the amount of domestic money in circulation in the Congo fell from US$500 million to about US$1 00 million, Ceteris paribus, the amount of foreign currency had to increase by US$400 million, to reach about US$1 billion, in order to compensate for this drop-in which case the rate of dollarization would have surged from 55 percent to more than 90 percent In the meantime, however, GDP had fallen by more than 20 percent in U.S, dollar terms and overalJ velocity presumably increased to some extent Dollarization is not directly observable, but the overshooting index provides a proxy for measuring the extent of changes in foreign currency holdings. The desired amount of foreign currency can be derived from the overall money demand:
We also know that the demand for foreign currency is related to the overshooting index (or its inverse, the undershooting index) and inflation expectations (see equations (9) and (10) above):
If there were no over-or undershooting (XR / P = 1), MF$D would depend solely on the elements within the parenthesis in equation (13). It follows that the undershooting index Any attempt to use this approach to estimate changes in dollarization faces two problems, however. First, the choice of a base period for the overshooting index is critical, and could result in biased estimates of foreign currency holdings. To avoid measuring the overshooting index relative to an arbitrary base period, a six-monthly moving base is adopted?6 Second, the implied changes in the amount of foreign currency holdings at times of rapid inflation and currency depreciation appear excessively large (up to US$200--300 million per month, which would represent about one-half of monthly income), considering the potential savings in a country like the Congo. In order to smooth the estimates of foreign currency holdings, the monthly change is bound by an amount equivalent to 2.S percent of monthly income (about US$IS million per month).27
To sum up, dollarization in the Congo is estimated using the following procedure (with time t = 0 for December 1989):
25 More accurately, foreign currency holdings would fall short of the desired level by 9.1 percent.
However, this statement is not fully correct because MF$o depends on IT', which itself is related to changes in the rate of inflation.
26 Various alternatives yield broadly similar resu1ts~although the variance in the foreign currency holdings estimates tends to decrease as the time horizon increases. In a high-inflation context, the relevant time horizon is likely to be in the range of 3-6 months. 
XR, I XR'_6
The resulting estimates of foreign currency holdings, together with domestic currency holdings, are shown in Figure 7. (The light dotted line shows the direct estimate of MF$, without setting a limit On its monthly change.) From about US$600 million, foreign currency holdings rose to US$800 million in early 1992, before falling to some US$650 million in 1992; they resumed an upward trend during 1994--96, peaking at more than US$800 million in early 1997, and subsequently declined to hover at US$500--600 million during 1999-2001. ------.~
The dollarization ratio corresponding to these estimates is shown in Figure 8 , and overall velocity in Figure 9 . From about 55 percent, dollarization rose sharply to reach 80 percent in late 1991, and fell slightly in the following two years. With the failed currency exchange of October 1993, inflation surged to record levels and dollarization rocketed to 90 percent, a level that remained broadly constant until early 1997. Although inflation decelerated sharply in 1997 and stayed subsequently much lower than in the early part of the 1990s, dollarization did not return to its earlier level but hovered at 75-80 percent during 1998-2000. The sharp disinflation recorded in 2001 appears to have translated into a further decline of dollarization to about 75 percent. Overall velocity fluctuated sharpJy during this period, even though it returned to its long-term assumed value of7.5 with a long lag. Source: Staff calculations, based on data in Table 1 .
"---- Table 1 .
The estimates of dollarization in the Congo during the 1990s should be seen as illustrative.
Since the amount of dollars in circulation cannot be observed directly, its level and change over time must be gauged through empirical methods that involve various shortcuts and heroic assumptions. Nevertheless, these estimates seem to confirm the relevance of the overshooting index as proxy for measuring changes in foreign currency holdings, and thus a basis to assess changes in dollarization.
An interesting feature of the quantitative results for the Congo is the rapid increase in dollarization after the onset of hyperinflation, and its persistently high level even after several years of disinflation. In the aftermath of the calamitous currency exchange of October 1993 and the period of disorderly currency issue in 1994, the Congo found a measure of stability during 1995-96. In particular, inflation slowed sharply during the first half of 1995, which showed that there was little inertia in the hyperinflation experienced during 1993-94. Yet, the level of foreign currency holdings did not fall back, which is consistent with the notion of "hysteresis" often associated with dollarization.
III. CONCLUDING REMARKS
Exchange rate overshooting and dollarization were closely related phenomena in the Congo during the 1990s. As a rule, whenever inflation accelerated or was about to accelerate, the Congolese endeavored to switch out of domestic currency and into dollar currency holdings in order to protect their cash balances. The increased demand for dollars invariably translated into a higher relative price, or greater depreciation, of the domestic currency, which is the essence of exchange rate overshooting. At such time, the premium attached to foreign currency holdings enticed economic operators to retain or save export earnings in order to supplement money circulation. In demand terms, they were thus switching away from goods toward foreign currency-hence the higher price of dollars compared with goods.
Insofar as exchange rate overshooting is associated with dollarization, its explanation does not depend on any assumption of price rigidity, as in the famous Dornbusch model. On the contrary, experience in the Congo suggests that both prices and the exchange rate (on the parallel market) did adjust speedily to changes in the money supply. On average, inflation and exchange rate depreciation were of the same magnitude, but the amplitude of movements in the exchange rate was significantly larger. The wider fluctuations in the depreciation of the exchange rate were a signal of the desire to increase (or, at times, to decrease) foreign currency holdings.
The model developed in this paper remains crude in many respects. It uses a simple formulation for domestic money demand (based on the 1956 Cagan model) and assumes that overall money demand (for both domestic and foreign currency) exhibits a constant velocity. Nevertheless, the resulting estimate of dollarization based on the overshooting ratio provides a credible picture for the Congo in the 1990s. Refinements in the model could undoubtedly provide more reliable estimates, as well as lay the basis for an indirect measure of inflation . 28
expectatIOns.
While increased dollarization in the face of expectations of higher inflation may explain exchange rate overshooting in the Congo during the 1990s, such a pattern may not be directly relevant for countries with different circumstances. The vast literature on exchange rate overshooting contains many alternative explanations, which are not necessarily exclusive or mutually incompatible." Nevertheless, while few countries use foreigo currencies to any sigoificant extent, similar phenomena may well be at play under diverse conditions. In a broad sense, the notion of "overshooting" refers to the fact that the prices of various assets, goods, and services do not move pari passu with the general price index, as one might assume casually. When inflation accelerates, or is expected to accelerate, the relative demand for various assets, goods, and services will change-people may switch away from "zarres" into "dollars," but they may also spend less on goods and more on real estate, precious metals, or securities. Under such circumstances, the change in relative prices (such as the overshooting or undershooting of the exchange rate) provides a sigoal that some readjustment is under way and ensures that resources are reallocated accordingly.
For the Congo, estimating the amount of foreigo currency in circulation is more than an academic exercise. With a dollarization ratio of up to 90 percent in the mid-l 990s, and a persistently high ratio of75 percent in 2001, the scope for using domestic monetary policy instruments has clearly been very limited. In order to regain control over monetary policy, the authorities would need to pursue vigorously anti-ioflation policies in order to restore their credibility30 This would translate into expectations oflower inflation, which can be assessed to some extent by analyzing changes in the overshooting ratio. However, the Congo's experience in the 1990s suggests that regainiog credibility and reducing dollarization substantially is likely to be challenging and may require many years of rigorous financial policies. 
